Objectives

As discussed earlier, commodity futures market has basically got two basic Objectives are A) Price risk management  B) Discovery of price.
A) Price Risk Management: 

     B)
Discovery of price:

 Price of a commodity is determined by the demand and supply of the commodity. Buyer buys a commodity against a specific price because he feels that it is the right economic price to buy whereas a seller sells a commodity against a specific price because he feels that it is the right economic price to sell. This is a general phenomenon. But here the tendencies of the buyer and seller are exactly opposite in nature, as they are performing two exactly opposite economic functions at the same price. Here Buyer buys the commodity with the expectation that he still can make money whereas the seller sells the commodity with the expectation that no more money can be made above the traded price.

This makes us two facts very clear, 1) There must be two opposite tendencies for a trade to take place and 2) To discover the right price, there must be no. of people with such types of opposite tendencies.

In commodity futures market, three different participants with three different objectives promote to generate a fair price. These three participants are 

Participants in Commodity futures : 

Speculators: 

A speculator operating in a futures market is the one who buys or sells futures contracts without any countervailing commitments or transactions in the actual commodity with a view to making profit from the fluctuations in the prices. Speculators trade with a higher-than-average risk in return for a higher-than-average profit potential. They take large risks, especially with respect to anticipating future price movements, in the hope of making quick, large gains. Thus they are risk-taking investors and are expected to be expert in the market(s) in which they are trading by correctly predicting the market movement.

· For ex.  Mr. R. Shaha, a bullish speculator for Jute buys Sep .contract @ Rs.1600. per quintal 
with the expectation that it would move up to Rs.1700 and he would make profit of Rs.100 
per quintal excluding processing charges by placing sell order for the same.
Mr. T. Kothari, a bearish speculator for Jute sells Sep .contract @ Rs.1600 per quintal with 
the expectation that it would fall to Rs.1500 and he would make profit of  Rs.100 per quintal 
excluding processing charges by placing buy order for the same

 Hedgers: 

As already explained, the strategy of offsetting price risk that is inherent in a spot market by taking an equal but opposite position in the futures market is known as hedging. Hedgers are those participants in this market who want to protect their businesses from adverse price changes, which could dent the profitability of their business.  In commodity futures market, they are basically Thus farmers, traders, producers or processors, importers and exporters.

Arbitragers: 

Arbitragers attempt to profit from price inefficiencies in the market by making simultaneous trades that offset each other and captures risk free profit.   They are interested in locking in a minimum risk profit by simultaneously entering into transactions in two or more markets.  Arbitragers lock in profit when they spot cash and carry arbitrage opportunity; or reverse cash and carry arbitrage opportunity. Whatever profit earned in the first trade remains with the arbitrager as another trade is a trade to offset the corresponding positions, at the same price.

Let us see how arbitragers function in the commodities futures market.

Mechanics of functioning of Arbitragers : 

Long ( buy ) in spot and short ( sell ) in futures: 

 When future prices of the commodities are trading at premium as compared to corresponding spot prices, an arbitrager goes for Long (Buy) in spot and short (Sell) in futures. 

For Ex.  Suppose the price of soyabean is Rs.1800 per quintal in the July spot market and it is trading at 2200 in Sep. Futures. 

So here an Arbitrager will buy Soyabean in the spot market at Rs. 1800 per quintal against cash, say 1 quintal, and sell the same quantity in Sep. Futures at Rs. 2200 per quintal.

During the expiry period of Sep. futures, spot and futures prices tend to be the same. 

Scenario 1

Suppose the price of Soyaben becomes Rs. 2400 per quintal in Sep.

Cash (Spot Market)

Purchase of 1 quintal soyabean in the spot Market in July –       1800 Rs.
Price of soyabean in Sep                                                      -        2400 Rs
Sale of 1 quintal soyabean in Sep spot market          .          -        2400Rs.

So Profit from spot market 





      =        600 Rs.

Futures

Short (to sell) 1 quintal (for the sake of simplicity) Sep. Soyabean futures in the

 month of July 














- 2200 Rs.

Price of soyabean in Sep futures in Sep.                                                 - 2400 Rs..
Long (to buy)1 quintal Sep.  Soyabean futures in Sep.                            – 2400 Rs.

Loss from futures 













= 2400-2200 = 200 Rs.

Thus risk free profit in this trade is Rs. 400 per quintal.

Risk free profit  =  Profit in spot market + Profit in futures ( -/ Loss)

                600 - 200 = 400Rs. Per quintal. 

Scenario 2

Suppose the price of Soyaben becomes Rs. 1100 per quintal in Sep.

Cash (Spot Market)

Purchase of 1 quintal  soyabean in the spot Market  in July   –      1800 Rs.
Price of soyabean in Sep                                                          -      1100 Rs..
Sale of 1 quintal soyabean in the spot Market in Sep.      
   -      1100 Rs.

Loss from spot market 
=  1800- 1100 





 =         700 Rs.

Futures

 Short (to sell) of 1 quintal Sep. Soyabean futures in the month of July    -   Rs 2200 

Price of soyabean in Sep  futures   in Sep.                                   

   -    1100 Rs
Long ( to buy) 1 quintal Sep.  Soyabean futures in Sep.         

         –   1100 Rs.

Profit from futures 













   =   2200- 1100 = 1100 Rs.

Thus risk free profit in this trade is Rs. 400 per quintal.

Risk free profit  =  Profit in spot market  ( -/ Loss)+ Profit in futures 

   

                -700   + 1100 = 400Rs. 

Thus what so ever be the price in future, he enjoys risk free profit of Rs. 400 per quintal.

Short ( sell ) in spot and Long (Buy) in futures:

But how can an arbitrager enjoys the risk free profit if future price of a commodity is trading at discount?  The answer seems to be very easy short (Sell) spot and Long (Buy) futures. But everyone can not do this. 

Because 1) To sell in the spot (Physiacal Market), the arbitrager must have the commodity in the stock. 2) To offset this trade the arbitragers has to Buy in the spot market and sell in the futures. Thus he is going to get back the commodity in his stores. Thus basically the processor or producer who has some buffer stock from the point of view of processing in future which they may not require in near future say for more than 3 months, can enjoy this type of arbitrage.  

For Ex. 1 ) Suppose the price of soyabean is  Rs.2200  per quintal in the July  spot market  and it is trading at 1800 in Sep. Futures. If the arbitrager/ processor has soyabean in his warehouses, which he needs to process after Sep. Then He will sell the physical stock @Rs 2200 per quintal in the spot market and will buy Sep. futures @  Rs. 1800 per quintal. Thus as seen in the previous example what so ever the price be in Sep, he will make a profit of Rs. 400 per quintal. In this case he will also enjoy saving in the carrying cost of the physical stock ( Interest , storage) for around two months.

The arbitrager also enjoys this type of risk free profit if there is difference in the price of commodities in two different markets/ exchanges.

For Ex.- If Soyabean futures for the month of Sep. is trading at 2000 Rs.

Per quintal in MCX and the same contract is trading at 2200 per quintal at NCDEX, arbitrager can enjoy profit of Rs. 200 Per quintal by adopting the strategy of Long in MCX Sep. futures and short in NCDEX Sep. futures. Thus as explained earlier, he can enjoy profit of  200 Rs. Per quintal if  both these trades get settled at the same price which some times is not possible because of inefficiency in the market.

Thus the Arbitragers reduce the differences between spot and futures prices.

This promotes either increase in the spot prices and reduction in futures prices or both.

This helps us to conclude that three participants with different tendencies (mindsets) trade in the market. Where 

* Hedgers go for Long positions when they want to secure a price now to protect against future rising prices and speculators go for long positions when they secure a price now in anticipation of rising prices.

* Hedgers go for short positions when they want to secure a price now to protect against future declining prices and speculators go for short positions when they want to secure a price now in anticipation of declining prices.

*Hedging on futures markets cannot be practised unless there are operators ( speculators) willing to assume the risk of adverse price fluctuations which the hedgers desire to transfer. Overall, Hedgers try to reduce the risks associated with uncertainty, while speculators bet against the movements of the market to try to profit from fluctuations in the price of commodities. So hedgers are seen as risk averse and speculators are typically seen as risk lovers and in between lies the arbitragers.

* Who eliminate the price inefficiencies in the market by reducing the differences between spot and futures prices caused by the actions of arbitragers and speculators.. 

 Ultimately these factors, together result in efficient price discovery, allowing large number of buyers and sellers to trade on the exchange.








































